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In 1998, shippers responded to our corporate strategy 
in the most rewarding way possible with their freight > 
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January: An unrelenting downpour of freezing rain blacks out much of southern Quebec, eastern Ontario and 
upstate New York. Power and communication lines collapse under the weight of ice and falling trees. Hydro- 
electric towers buckle. Canada’s armed forces are called in. Though the ice storm of the century knocks out rail 
operations for four days, CPR is the first railway in the region to resume service. CPR surges ahead to its third 
consecutive year of record operating income. 


Canadian Pacific Railway is creating value for investors through a strategic 
framework comprising three components: (1) Cost reduction > More than $360 
million has been taken out of the cost base since 1996, including $163 million in 
1998. Major contributors — higher workforce productivity, innovative incentives 
for unionized employees, new information technology, locomotive fleet 
modernization, line and facility rationalization, better procurement practices. 
Aggressive cost reduction and higher profitability were necessary preconditions 
to renewing the franchise. (2) Franchise renewal > An aggressive program is 
under way to renew strategic assets — track and facilities, including yards and 
terminals; locomotives; and information technology. Investments in these areas 
are reducing costs, improving safety and generating superior service. In 
response, customer satisfaction is increasing and asset utilization is improving. 
Franchise renewal, in turn, lays the foundation for growth. (3) Growth through 
service > High-quality, reliable service is the surest way to revenue growth 
and, ultimately, higher profitability. Competitive service packages are being 


developed across all markets that build on CPR’s service strengths. 
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CPR consolidates maintenance of all General Electric-built alternating current (AC) locomotives at its 
Vancouver area shop, with GE supervising the work. Later, maintenance of new General Motors AC locomotives, as 
well as GM locomotives purchased during the 1980s, is consolidated at CPR’s Winnipeg shop. GM will also supervise 
the work. Under the arrangements, GE and GM become responsible for maintenance of about 550 CPR locomotives. 


HIGHLIGHTS 


(in millions) 


Income items 

Revenues 

Total operating expenses 

Operating income 

Operating income excluding unusual items 


Net income 


Other financial highlights 

Operating ratio excluding unusual items 
Capital program 

Total assets 


Net debt:equity 


HRA 


1998 


79.2% 
1,094.3 
8,364.1 


34:66. 


1997 
$ 3,716.8 
$ 2,914.7 
$ 802.1 
$ 667.8 
$ 468.9 

81.4% 
$ 858.0 
$ 7,842.3 


31:69. 


> 
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April: A transition team is formed to optimize CPR’s expanded access to the U.S. Northeast markets, contingent 
on regulators approving the purchase of Conrail assets by CSX and Norfolk Southern. The team will design new 
service packages and develop a gateway strategy to extend CPR’s linehaul deep into the new territory it will access. 


PRESIDENT’S MESSAGE >98 


This year, shippers in the most service-sensitive segments of our 
business showed their support for our corporate strategy in the 
most rewarding way possible: with their freight. 


‘Tt was the signal — delivered in container loadings, resource product volumes and automotive traffic — 
that the course 'we took in 1996 is delivering the intended result: an ever-improving service level that 
makes CPR the shipper’s first choice. 

As 1998 drew to a close, the results were rewarding. Excluding unusual items, operating income 
reached a record $721 million — the third consecutive record year — despite soft grain and coal markets. 
Operating expenses decreased by about $163 million. The operating ratio improved 2.2 percentage 
points to 79.2%. 

It was also our safest year. Across North America, injuries were down 27% from 1997, and main 
line train accidents were down 49% to 35, compared with 68 accidents the previous year. In Canada, 
injuries decreased by 27% and train accidents were down 59%, making CPR the country’s safest railway. 

I’m pleased with our progress so far, and I’m particularly proud of the people of Canadian Pacific 
Railway who have embraced and flawlessly executed our corporate strategy. Their commitment and 
pride-of-work are essential to our success, and no matter where I go across our far-reaching network, 
these qualities dominate the atmosphere. 

Together, we have done no less than reinvent our company. 


Today, Canadian Pacific Railway is distinguished by: 

The highest road fleet proportion of high-performance alternating current locomotives of any railway in North America; 
The highest-capacity rail line through the Canadian Rockies to the Pacific Coast; 

The highest average train lengths in Canada; 

The shortest route between the major production points in Western Canada and the Port of Vancouver; 

The shortest route between Vancouver and Chicago in the U.S. heartland; 

Eight border crossings, more than any other railway in North America; 


More routes in the most populated and industrialized areas of the U.S:, and service to more U.S. ports than any other 
Canadian-based railway. 
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June: CPR's unique roll-on/roll-off technology for moving truck trailers by train wins the first of two awards in 
1998: the Ontario National Transportation Week Award of Excellence for outstanding contribution to the better- 
ment of the transportation industry. Later, it wins Best Organizational Transformation, Canadian Information 
Productivity Awards, for a data system that allows shippers to put their trailers on the roll-on/roll-off trains as 
easily as they make airline reservations. 


In addition, CPR operates the only commercially successful roll-on — roll-off system for moving 
trucks by rail in short-haul markets; has expanded access to some of the most promising areas of the 
former Conrail territory in the U.S. Northeast; and, beginning in 1999, will be the only transcontinental 
railway with access to New York City. 

I'm pleased with what we have become, and judging by the reaction of the marketplace, shippers 
are, too. We improved in all the key operating measures in 1998. On-time performance, train speed, 
locomotive productivity and safety all reached record levels. These improvements translated into service 
efficiency and smooth freight flow-through, which are crucial to market growth. 

CPR’s service level is turning heads in the industry and winning business from our competitors. 

In the intermodal market, where shippers have the options of trucks and other railways, our volumes 
in 1998 were up 9% over the previous year and market share increased 2%, strengthening CPR’ position 
as the dominant Canadian railway in a business that offers some of the best growth opportunity. 

Service reliability produced results in the automotive market in 1998. Chrysler moved all of its 
Canadian-destined traffic onto our lines. In southern Ontario; Toyota and Honda opened production 
facilities on CPR lines and, under contract with General Motors, we began moving frames from Magna’s 
new plant to GM’s Oshawa truck facility. Key to the frames contract is an innovative and fast-turnaround 
loop service jointly developed with our train service employees and their unions. 

We also made inroads in the forest products business at the expense of competing carriers. 

Gains in these non-bulk markets, along with record export potash volumes and strong growth 
in other fertilizers, helped offset softness in grain as a result of low prices for this year’s crop, and in 
coal, which is suffering from the Asian flu. However, the most competitive coal mines in Canada are 
on our lines in British Columbia, and we are continuing to capitalize on the rapid shift toward high- 
throughput elevators that is revolutionizing the Canadian grain-handling system. In both these markets, 
our customers’ products are world leaders and when the clouds clear, superior service and infrastructure 


will contribute significantly to a strong rebound. 
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June: U.S. regulators approve the purchase of Conrail by CSX and Norfolk Southern. With the ruling, CPR gains 
expanded access to most of the largest markets in the U.S. Northeast. CPR is set to become the only transcon- 
tinental railway providing direct service to New York City. 


A Strategic Framework We have reinvented Canadian Pacific Railway through a strategic framework 
comprising three components: cost reduction, franchise renewal, and revenue growth through service. 
Importantly, we adopted a staged approach, broadening — not shifting — the focus as progress was achieved 
and using success in each stage as a necessary springboard to the next. 

| We set out on this course in 1996 with an assault on cost structure and an ascent to profitability 
that would quickly put our company in a position to rebuild and revitalize assets. We exceeded the 
targets, taking 5% out of our cost base and increasing operating income by 35%. 

Heading into 1997 on a solid financial foundation, we broadened the focus to include renewing 
our franchise. An aggressive program of investment was launched, unprecedented for CPR in scope 
and value, and concentrated on strategic assets — locomotives, track and freight facilities, information 
technology — that would strengthen the railway’s service component and further reduce operating expenses. 

With asset renewal generating greater capabilities in service, we again broadened our focus, 
launching in 1998 the next stage of our strategy: revenue growth through service. 

Since launching our strategic framework, our operating expense base has decreased by more than 
$360 million, operating income has increased $273 million, and the operating ratio has improved an 
ageregate eight percentage points. Pre-tax return on capital employed has increased to 15.6%, from 
11.4%, even with the high level of investment in recent years. 

Over the same period, we have been divesting assets that do not provide an acceptable return or 
are not an essential part of our strategic framework, and reinvesting the proceeds in areas that improve 
service and reduce expenses. 

CPR has been in a negative cash flow position, the result of our need to reinvest in the business 
at an aggressive rate. However, this is expected to turn around in 2000 when capital investment falls 
to the level required to sustain, rather than to build, a highly competitive infrastructure. 

Overall, the financial objective of our three-part strategic framework is to create value for investors, 
as measured by margins, return on capital employed, and relative cash flow (after plant maintenance 
investments) that are comparable with USS. railroads. 


We are closing the gap. 
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July: CPR joins more than 70 companies in the Canadian chemical industry's Responsible Care — an industry 
partnership committed to safe, environmentally responsible management of chemical products. Within weeks, 
its partnership is extended to the U.S. program, making CPR an integral part of a continent-wide commitment to 
ever-improving standards in manufacturing, handling, transporting and disposing of chemicals and chemical products. 


AWork in Progress Canadian Pacific Railway has consistently met or exceeded its goals for improving financial 
and operating performance. As we move ahead, we will continue to squeeze costs out of the business, 
and invest in areas that push down expenses while pushing up service levels, generating growth and 
creating higher value for investors. 

Exciting initiatives are under way in all these areas. Though you will read more about them in 
the Overview section of this report, I want to mention several that are representative of the kind of 
railway CPR is becoming. 

The most visible initiative is the rejuvenation of our locomotive fleet with 346 high-horsepower 
locomotives employing alternating current (AC) technology and other advanced components and 
innovative features that deliver superior performance over any other locomotive type. Service reliability 
and asset utilization are improving as locomotives spend more time in service generating revenue and 
less time in repair shops generating expenses. 

Nowhere is there a better example of the new partnerships we are forging with suppliers than 
in the locomotive program. Today, General Electric Transportation Systems and the Diesel Division of 
General Motors are supervising maintenance in CPR shops of more than half our road fleet under 
long-term agreements associated with the purchase contracts. And in a development never before seen 
in the rail industry, CPR has become a subcontractor to its supplier, assembling 49 of the 81 AC 
locomotives ordered from General Motors. The contract is serving as a launchpad for insourcing work 
at our principal locomotive maintenance and overhaul facility in Calgary. 

New information technology presents some exciting cost-reduction and service improvement 
opportunities while supporting our Year 2000 compliance program. For example, CPR is adopting 
integrated business software that will deliver more reliable and timely information with which to plan, 
track and manage all expenditures. In addition, the new software is replacing many systems that are 
not Year 2000 compliant. 
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August: Orders for 263 high-performance alternating current (AC) locomotives are complete, as CPR gives the 
Diesel Division, General Motors, the nod for the final 20 — at 6,000 hp., the largest diesel locomotives in the 
world. In all, GM is supplying 81 AC locomotives, including 61 rated at 4,300 hp. General Electric Transportation 
Systems is supplying 182 AC locomotives rated at 4,400 hp. 


In the service area, where we are closing on our goal to be the industry standard-bearer, an initiative 
called Service Excellence will push CPR still further ahead. Being developed over the 1998-2001 period, 
Service Excellence will bring a high degree of control and reliability all along the transportation chain, 
from the moment the customer places an order through to delivery at the customer’s dock. As Service 
Excellence builds, it will allow CPR to expand scheduled dock-to-dock transportation services, providing 
consistent on-time delivery of our customers’ freight, while generating higher utilization of railway assets. 

Superior service is key to capitalizing on new growth opportunities in the Vancouver-Chicago 
corridor and the U.S. Northeast, and from a new roll-on/roll-off technology that makes rail highly 
competitive in the time-sensitive, short-haul market for the first time since the birth of the trucking industry. 

We have been meeting regularly with our employees’ unions to explore new ways of managing 
the business to make CPR more successful, and to share in the success. In one important development, 
six of our seven unions in Canada — representing almost 50% of the total CPR workforce — have 
embraced a pay-for-performance program we call “gainshare”’. It gives them additional pay for reducing 
costs, improving service and making the railway safer. 

Though details are still to be finalized with two of the unions, the objectives in each union’s 
gainshare program are tailored to their functions. For example, payment to train crews is based on reduced 
injuries, human-error train accidents, fuel consumption and damage to goods in transit, as well as higher 
customer satisfaction levels. 

Train crews alone generated savings of almost $13 million in 1998 under their gainshare program, 
with 20% being returned to them. 

Overall, gainshare signals a more fruitful relationship with our unions — one based on common 
objectives and a level of co-operation and trust that far exceeds the industry norm. It gives our unionized 
employees, who have the most direct input to service levels and, ultimately, revenue growth, a vested 
interest in the strategy of their company. 

New Solutions for Grain The Canadian government concluded a review of the grain-handling and 
transportation system in 1998. The review has accepted the view of CPR and others that the system 
must become more market-driven, and has provided the nucleus for a commercially-based approach 


to grain logistics. 
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September: CPR announces the sale of Coastal Marine Operations, which ferries trailers, containers and rail- 
cars across the Strait of Georgia between Vancouver and Vancouver Island. The sale, to Southern Railway of 
British Columbia, removes an activity that is not part of CPR’s core business, generating capital to be reinvested 
in areas that reduce expenses and improve transportation service. 


Among its recommendations are that the cap on grain freight rates be removed, railways be able 
to manage grain car allocation, the Canadian Wheat Board cease to be involved in transportation, and 
railway operators such as shortlines be given access to the track of major carriers, subject to compensation 
and regulatory requirements, including an assessment of the impact on mainline capacity. The review’s 
mandate includes the condition that recommendations promote necessary system investments. After 
assessing reaction to the review, the government will decide whether to move forward with legislative 
changes in 1999. 

Safe, Superior Service As | look back on 1998 and all that CPR has accomplished, one thing stands out 
most. In meeting after meeting with customers through the year, I heard comments about the safe, 
superior service on CPR.Toyota Motor Sales U.S.A. spoke with its prestigious President’s Award, which 
recognizes outstanding achievement in transit performance, quality, damage prevention and customer service. 

Many different initiatives are generating these results, but a single common vision is shared by 
everyone at CPR — to be the preferred business partner in rail-based transportation services. 

We know what we have to do to realize our vision — through teamwork, create value by delivering safe, 
superior customer-focused transportation solutions. 

These statements recognize that our future will be built on the safe, superior service for which 
CPR is becoming known. It is the surest way to long-lasting partnerships with customers. It is the 
key to alliances with other railways that allow CPR to expand into new markets. It is the way to growth 


and higher profitability. 


Rebar { Rebs 


Robert J. Ritchie 


President and Chief Executive Officer 


Franchise renewal > 
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locomotives is improving service across the railway 


and reducing costs. The locomotives employ the most 


progressive technology available today. 


AC VS. DC LOCOMOTIVE TECHNOLOGY 


Train | AC DC Productivity Fuel AC DC Capacity 
type | locos. locos. increase savings hauling hauling increase 
| Capacity capacity 
Eye ae ee 40% 18% 5,750 . 3,500 
| bulk tons tons 
[ae sera ms x 
| 7,000 ft. 2-3 4 = 25%-50% 23% 5,750 3,500 
| intermodal | tons tons 
ROAD LOCOMOTIVE FLEET PROFILE 
Year Owned Leased Average AC Days between 
| ‘ age locos. unscheduled 
| ; (owned) in fleet shop visits 
| 1998 1,325 81 18 293 38 
Es ao 
| 1997 1,314 184 20 173 
1996 1,320 210 22 83 
| 1995 | 1,334 158 23 83 
1994 | 1,290 170 22 0 


Locomotives used in mainline freight service 


CPR is among North America’s leaders in adopting 
AC locomotive technology. Standard locomotives 
use direct current to deliver power to traction 
motors that turn the wheels on locomotives. AC is 
ate more effective, delivering greater control 
while ee full horsepower. Employing 
microprocessor controls, AC traction motors deliver 
micro-second commands that reduce, increase 
nd redistribute power to the wheels in response to 
traction. When the traction motors sense wheel 
hey ease the Sets oa the slipping 
d redirect it to the wheels that aren't slipping, 


; maintaining full haaennne virtually all the 
eature is particularly critical as trains 
rades and negotiate curves. This, 
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features such as self-steering wheel 
sets, make CPR’s new AC locomotive fleet highly 


luctive, with the improved performance paying 


ver costs and better service. 
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SIDINGS OVER 7,000 FT. (Southern Corridor) 


Year # Sidings Length (ft.) Cumulative 


total 
1995 (base yr.) i 7,000 ene = f: 2 ‘ 
1996 4new 8,000 aN y 
1 axtended 8,000 (ext. 3,845) 7 
1997 3 new ~ 8,000 of oie 
1 new 8,200 Fite 21 
1998 ) 2 new 8,000 3B 
1999 2 new —- 8,000 ie 
1 oxandted 8,000 (ext. 2,500) 26 eat 


CENTRALIZED TRAFFIC CONTROL (Western Corridor) 


Year Cumulative total % Complete 
miles installed 


1994 (base yr.) 700 65 
1995 833 77 
1996 1,017 95 


1997 1,049 98 
1998 1,075 100 


Four key projects alone will 
increase CPR’s intermodal capacity 


by 230,000 loads per year. 


INTERMODAL TERMINAL EXPANSION 


Year Intermodal Annual Increase 


terminal capacity 

(loads) 
1999 Montreal (Lachine) 180,000 65,000 
Vancouver d 120,000 40,000 
1998 Toronto (Vaughan) 225,000 85,000 


105,000 40,000 


Calgary 


CONTAINER AND TRAILER LOADS 


Year Originated Received Total 

687,557 54,606 742,163 

1997 642,267 50,472 692,739 
So) LS 

1996 617,082 55,473 672,555 


Intermodal freight is carried in containers and truck 
trailers that can be interchanged between rail and 
road, and in marine containers that can be 
interchanged between rail, water and road. C 
‘operates a network of 23 intermodal termir 


= 


als 
located at strategic points between Montreal and 
Vancouver, and in the Midwest and North 
regions of the U.S. 

CPR is the leading provider of rail service to the 
container shipping lines serving Canada’s two 
biggest ports — Montreal and Vancouver. It also has 
the dominant position in the long-haul, east-west 
intermodal market in Canada, and serves ports 
along the U.S. Eastern Seaboard. 


service to Chicago from both the Port of M 
and the Port of Vancouver. 
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accelerating the deployment of a new 
f computer applications. They are serving 


as powerful business tools that provide managers with the 


information they need to improve performance in three key areas: 

| cost management, asset utilization and customer service. 

EXPENSE $/TRAIN MILE (excluding unusual items) 

| ” Year « 1st Qtr 2nd Otr. 3rd Otr. 4th Otr. Annual | 

| 1998. | 76.43 73.17 72.80 71.06 73.35 

1997 | 85.88 B 77.67 74.09 78.90 79.09 

CUSTOMER SATISFACTION (rating scale 1 [low] to 7 [high]) | 

Year 1st Otr. 2nd Qtr. 3rd Qtr. 4th Qtr. Annual | 
1998 | 5.44 537 5.35 5.47 541 | 
1997 «(not avail.) 3.98 4.93 4.98 4.61 
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| new applications capture and proces 
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data across all railway functions, and enhance 


communication of business information throughout 


| 2 and with customers and suppliers. 
They are generating highly reliable and detailed 
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expenses. Shop productivity is increasing. Asset 
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utilization is also improving as faster access to 
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to increase the flow-through of locomotives and 


freight cars. As assets are used more productively, 
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September: RailAmerica, Inc. signs a letter-of-intent to take aver CPR’s 181-mile Esquimalt and Nanaimo 
Railway on Vancouver Island. RailAmerica will buy the 68-mile freight line between Port Alberni and Nanaimo, 
and lease the remaining 113 miles of lines on which freight and passenger service are provided. 


OVERVIEW > 98 


A shrinking cost structure CPR recorded a $163-million reduction 
in operating expenses in 1998. That's in addition to the nearly 
$200-million reduction during the 1996-97 period. Stringent cost 
management will continue. 


Major Cost-Reduction Initiatives 

Labour Productivity Labour agreements reached in 1998 with all CPR unions in Canada and several in the 
US. introduced a level of work rule flexibility that is generating higher productivity and reducing the 
cost of many functions — from locomotive repairs to track maintenance. 

Pay-for-Performance Six unions in Canada, representing 9,500 employees, agreed to a gainshare program that 
sets cost reduction, service improvement and safety targets in areas associated with their functions. 
Employees recéive a 20-per-cent share of the gains they make. Programs for four unions began in 1998. 
The remaining two will begin early in 1999. 

Goods and Services By using cross-functional teams to examine purchasing needs and procedures throughout 
the company and working with best-practice suppliers, CPR is working down prices and consumption 
and easing restrictive specifications. CPR’s supplier base is being rationalized on the basis of price, quality, 
supply, practices employed to reduce consumption, and commitment to continuous improvement. 
Procurement-related expenditures were reduced by about $17 million in 1998. 

Information Technology A new generation of computer applications and supporting architecture is being 
introduced, including one application that provides real-time information by which to control expenses. 
It employs SAP’s leading-edge R-3 integrated business software, which is significantly improving the 
way CPR manages maintenance of locomotives and cars; plans, executes and monitors track maintenance 
programs; acquires, distributes and consumes materials; and tracks all related expenses on a daily basis. 
Savings are in staff reductions, higher workforce productivity, tighter inventory control, and replacement 


of dozens of less efficient information systems. 
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October: A little-used CPR line between Scranton and Harrisburg in the heart of Pennsylvania is refurbished 
jointly with Norfolk Southern (NS) becoming central to a haulage agreement that gives both railways expanded 
market access. With Harrisburg as the interchange, CPR gains northbound haulage freight from NS and access 
into the deep South via NS lines. NS gains access to New England and Eastern Canadian markets, and to its 
southern tier line across New York State. The agreement opens the only direct, unobstructed route for double- 
stack container service between Eastern Canada and the U.S. Southeast. 


Locomotives and Track Maintenance costs, fuel consumption and lease expenses are declining as CPR brings 
on board a fleet of 346 high-performance locomotives.The new fleet, together with major track upgrades 
in high-volume corridors, is generating faster train speeds and greater train reliability. Consequently, 
freight car utilization is also increasing while car hire and lease expenses are declining. 

Network Rationalization CPR has rationalized 3,800 miles — or 25 per cent — of its track network since 1996 
when a new Canadian law made the process less burdensome. Another 1,700 miles of the network will 
be rationalized over the next several years, leaving a higher density network of profitable core and secondary 
lines fed by a growing legion of shortline and regional railways. Importantly, ratignalization is enabling 


CPR to avoid capital and maintenance expenses outside its desired core and secondary network. 


RETURN ON CAPITAL EMPLOYED OPERATING INCOME OPERATING RATIO 

EBIT divided by average net debt plus equity (railway) (excluding unusual items) (excluding unusual items) 

(excluding unusual items) 

Major improvement even while investment Doubled since 1994 A steady trend of improvement 

evels have increased substantially 

% $ millions % 
20 ] 800 100.0 oe. 

721 
668 
15.6 
15.2 

& 14. 

15 8 600 - 588 92.5 
89.4 
11.4 448 87.4 
10 ;- 400 - 85.0 |- 
9.2 367 83.4 
| 81.4 
| 79.2 
5 200 - TIS ls 


70.0 
94 95 96 97 98 94 95 96 97 98 94 95 96 97 98 
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November: CPR officially opens its intermodal terminal in Calgary. With capacity for 105,000 containers and 
truck trailers a year, it serves as an important distribution hub for traffic to and from southern Alberta and east- 
ern British Columbia and adds new efficiencies to CPR’s growing business between Calgary and Chicago. 


An aggressive program of investment CPR invested more than 
$1 billion in 1998, part of a record capital program that, over the 
1997-99 period, will reach $2.8 billion. It is concentrated on 
strategic assets that will further reduce operating expenses, 
strengthen service and expand capacity for growth. 


Major Areas of Franchise Renewal 

Track Infrastructure Trackbed has been strengthened, signals upgraded and sidings extended to allow for heavier, 
longer trains moving at faster speeds. This enables CPR to take full advantage of the service capabilities 
of its fleet of new high-performance locomotives, and the productivity benefits offered by higher-capacity 
freight cars. Today, 7,000-foot-long trains, powered by just three locomotives and comprised of 286,000- 
Ib. loaded freight cars, are standard in CPR’s main corridors. 

Track investment has been concentrated largely in CPR’s western corridor between Vancouver 
and the junction point of Moose Jaw, Sask., and in the southern corridor, which runs from Moose Jaw 
to Chicago. CPR now has the highest average train lengths in Canada, and much of its western corridor 
carries some 30 trains per day. 

Yards and Terminals CPR in 1998 completed a five-year, $74-million modernization of its Chicago freight 
yard. Today, a freight car can get from the arrival area of the yard into a classification track, where it 
becomes part of a train, in just 17 minutes. The same trip previously took up to two hours. The faster 
throughput means higher asset utilization, faster traffic interchange and better train service as CPR enters 
new alliances to handle freight between Chicago and eastern markets and launches a marketing initiative 


for transPacific intermodal freight in its Vancouver-Chicago corridor. 
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November: Under long-term lease, OmniTRAX takes over a 94-mile stretch of CPR’s track from Sicamous south 
to Vernon, Lumby and Kelowna, in south-central British Columbia. Operated as a shortline, it will provide local 
service and be a feeder for CPR’s east-west mainline. 


Intermodal terminal handling capacity increased by 125,000 loads in 1998.A new terminal in Calgary 
was opened to serve as a distribution hub for traffic to and from southern Alberta and eastern British 
Columbia, and to support growth in the Vancouver-Chicago corridor. Vaughan terminal in Toronto was 
expanded by almost two-thirds. In 1999, capacity will expand by another 105,000 loads. A new terminal 
in Vancouver will serve as a strong western anchor to CPR’s North American network, and expansion 
of a terminal in Montreal will be completed. These four facilities, part of a network of 23 terminals, 
will together have an annual throughput capacity of 630,000 trailers and containers. 

High-Performance Locomotives By the end of 1998, CPR had acquired 293 high-performance locomotives. 
They employ alternating current (AC) traction motors that produce unrivaled wheel-to-rail adhesion, 
yielding much higher productivity. AC locomotives are ideally suited to hauling freight in harsh winter 
conditions and over challenging geography, and effectively flatten CPR’s grades through the mountains. 
Service reliability and customer satisfaction levels have improved as a result of the new locomotives. 
Including 83 acquired in 1995, CPR will have a fleet of 346 AC locomotives, with hauling capacity 
equivalent to about 570 conventional road locomotives. 

Information Technology In addition to new business software for managing expenses more effectively, CPR 
is adopting powerful applications and platforms that improve customer service and asset utilization. They 
will serve as the building blocks for Service Excellence, which is being implemented over the 1998- 
2001 period. Service Excellence will enhance customer value by capturing their needs and imbedding 
them in a new suite of operating systems. It will introduce new or enhanced processes all along the 
transportation chain. Its goal is to deliver truly reliable dock-to-dock transportation, and in so doing, 
improve the throughput and efficiency of yards and intermodal terminals. As Service Excellence builds 
through the development period, CPR will expand scheduled service offerings, running trains consistently 
on time in planned slots that optimize track capacity while meeting customer needs. Assets will be 
used more productively, maximizing the value derived from investments in locomotives, freight cars, 


track and terminals. 
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December: CPR’s freight yard in Chicago emerges from a $74-million modernization with new information tech- 
nology, state-of-the-art train marshalling, a reconfigured rail network and more than 50 miles of rock-solid new 
track. The work is part of a multi-faceted program to build greater capacity on CPR’s Midwestern U.S. network 
and bring a new level of competitiveness to the important Vancouver-Chicago corridor. 


A service-based growth strategy In the railway, as in any business, 
service is what wins customers and keeps them coming back. 
Strategic investments, made possible by cost reduction and 
higher profitability, have yielded an outstanding service component 
which CPR is leveraging to generate revenue growth, particularly 
in markets where reliability is critical. 


Major Growth Initiatives 

The Vancouver-Chicago Corridor Among the most promising growth areas is transPacific container traffic between 
the Port of Vancouver and Chicago. CPR offers the shortest single-line route in the corridor and 
investments in track have made transit times highly competitive. On the Pacific Coast, CPR 1s a partner 
in the Port of Vancouver’s new Deltaport intermodal rail terminal, which has capacity for 600,000 


containers a year and can move a container directly from ship to railcar in less than two minutes, filling 


TRAIN SERVICE SAFETY 
Better customer service; higher asset utilization 1998 was safest year ever for CPR 
Average Train Speed On-time Performance Personal Injuries Train Accidents 
(miles per hour) (within 6 hours) (per 200,000 employee hours) — (per million train miles) 
10.0 10.0 
TaOllm Oils 
5.78 
5.0 |— 5.0 
4.26 
253i 2.5 
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December: CPR delivers a record safety performance in 1998. Across the North American network, injuries are 
down 27 per cent from 1997, and main line train accidents are down 49 per cent. In Canada, injuries are down 
27 per cent and train accidents are down 59 per cent, making CPR the country’s safest railway. 


a unit train in 11 hours — faster than any other on-dock terminal in North America. In Chicago, CPR’s 
main freight yard and intermodal terminals have been modernized for faster throughput and first-rate 
connections to the major railways serving the U.S. 

Trucks-on-Train Technology CPR’s unique roll-on/roll-off technology for moving truck trailers will be expanded 
in 1999 with a new terminal in Toronto, extension into new traffic lanes and increased service frequency. 
The technology has proven itself over a two-year period in the Montreal-Toronto corridor, moving 
trailers quickly between the two cities with a virtually flawless on-time record while drivers sat in 
traffic on congested highways. Service is on a continuous-platform train that has remarkably smooth 
handling characteristics, offering speed while protecting product integrity. Compared with standard 
intermodal facilities and service, the roll-on/roll-off service requires only light investment in terminals, 
yields higher equipment utilization and can accept any type of truck trailer. 

The U.S. Northeast Beginning in 1999, agreements with Norfolk Southern and CSX arising out of their 
acquisition of Conrail will give CPR much greater access to shippers in some of the most populous 
and industrially developed areas of the U.S. CPR will be the first transcontinental railway to serve New 
York City, with access along the eastern shore of the Hudson, and will serve more of the New Jersey 
and Philadelphia markets. Service to and through Buffalo will improve. Opportunities are expected 
in container, newsprint, finished vehicles, chemicals and other traffic. An arrangement with Norfolk 
Southern will open up the only direct, unobstructed route for double-stack container service between 
Canada and the U.S. deep South. CPR has assembled a team to leverage its new capabilities in the Northeast. 
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MANAGEMENT'S DISCUSSION AND ANALYSIS > 98 


1998 Performance Compared with 1997 


Certain prior year’s figures have been reclassified to conform with the presentation adopted for 1998. 


(in millions) 
Favourable/ 
1998 1997 (unfavourable) 
Summarized Consolidated Statement of Earnings 
Revenues $ 3,472.1 pooSZ.5 $ (110.4) 
Operating expenses 2,751.4 ZOV47 163.3 
Unusual items 15.3 134.3 (119.0) 
Operating income 736.0 802.1 (66.1) 
Interest expense, net 118.5 96.0 (22.5) 
Other (income) expenses, net 18.4 44.8 26.4 
Net income before income taxes 599.1 661.3 (62.2) 
Income tax (recovery) expense 236.7 192.4 (44.3) 
Net income $ 362.4 $ 468.9 $ (106.5) 


In 1998, the Company’s operating income totalled $736 million, compared with $802 million in 
1997. Excluding unusual items, operating income increased to a record $721 million, up $53 million, 
or eight per cent, over 1997. This was due to continued reductions in operating expenses and stronger 
intermodal revenues offset by weaker bulk commodity markets. This increase was despite revenues forgone 
as a result of the sale of the Kansas City and Corn Lines (“KCCL”) in 1997. Excluding unusual items, 
the operating ratio improved to 79.2 per cent, down 2.2 percentage points from 1997. 

Unusual items in 1998 consisted of a $44-million gain resulting from the sale of Coastal Marine 
Operations (“CMO”), less $29 million in Year 2000 information systems related expenses. This was down 
substantially from unusual gains of $134 million in 1997. 

Excluding unusual items, revenues decreased by $110 million compared with 1997, largely due to 
decreased volumes of Canadian grain and coal. Grain volumes were down as a result of depressed grain 
prices this crop year and record crop yields in 1997. Coal volumes were adversely affected by difficult 
economic conditions in Asia. These declines were mitigated by increases in intermodal, automotive and 


forest products on the strength of continued positive economic factors and excellent customer service. 
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Operating expenses decreased by $163 million, or six per cent in 1998, excluding Year 2000 
information systems related expenses. The improvement in expenses was driven by increased operating 
efficiencies due to CPR’ infrastructure and locomotive renewal program, and its improved safety performance, 
as well as lower fuel prices, better pension asset performance and more normal winter operating conditions. 
Franchise renewal efforts, including the acquisition of new alternating current (AC) locomotives, led to 
reduced maintenance costs, improved fuel consumption and decreased equipment rents. Overall, operational 
efficiency and system fluidity improved substantially as evidenced by on-time performance and system average 
train speed. Cost reductions were partially offset by a shift in traffic volumes from lower-cost bulk to higher- 
cost non-bulk traffic such as intermodal. 

Reported net income for the year was $362 million, down $107 million primarily as a result of 
lower unusual gains and higher income tax expense in 1998. The Company benefited from lower income 


tax expense in 1997 due largely to the transfer of tax losses to affiliates. 


The Effects of Changing Price Levels 

Inflation has generally not had a substantial effect on Canadian Pacific Railway’s operating income during 
each of the past four years. However, competitive markets have restrained freight rate increases while 
input costs have continued to rise, putting pressure on profit margins. Except for a two per cent rise in 
1996, average freight rates have declined over the past few years, necessitating substantial efforts to offset 


the effect through reduced costs. 


Liquidity and Capital Resources 
Operating Activities 
Cash flow was $761 million in 1998, down $72 million from 1997.The decline was due mainly to 1997 
having a higher net income, an increased utilization of tax losses and more unusual gains taxed at a lower rate. 
Cash payments related to labour and other restructuring initiatives begun in 1996 amounted to 
$117 million in 1998. This was down significantly from $209 million in 1997, as the liabilities identified 
in 1996 continued their expected decline. 
Non-cash working capital, excluding restructuring amounts, decreased by $52 million in 1998. 


The decrease was due mainly to a larger amount of accounts receivable sold in 1998. 


ee a ee 


ee er 
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Investing Activities 

The net capital program in 1998 totalled approximately $1.1 billion, an increase of $236 million over 
1997.The bulk of the expenditure was for track improvements, acquisition of 120 AC locomotives and 
information systems. 

Proceeds from the disposal of transportation properties were significantly lower in 1998 at $65 
million, compared with $452 million in 1997.The bulk of proceeds this year was from the sale of CMO. 
Disposals in 1997 were unusually high, resulting largely from the sale of the KCCL in the USS., the sale 
of the Trois Riviéres-Quebec City-Hull line in Eastern Canada and the monetization of a property 
lease. In 1999, proceeds from the disposal of transportation properties are not expected to be significant. 


The Company plans total capital investment in the order of $800 million in 1999. This investment 


level reflects the final year of CPR’s three-year plan to revitalize its core network. Included in the investment 


plan is an upgrade of the track network, including the Vancouver-to-Chicago corridor, and the continued 
replacement of older locomotives with additional high-horsepower AC units employing state-of-the- 
art technology. 

Concurrently, the Company is engaged in an ambitious effort to identify and realize value on surplus 
and underperforming properties, and on operations ancillary to its core operations. These sources of 
liquidity and the cash flow from operations are expected to be sufficient to fund the majority of capital 
spending in 1999, thereby reducing the need for significant external financing. Nonetheless, the Company 
continues to explore opportunities for external financing of locomotive acquisitions, as these assets offer 
the potential for attractive long-term funding. 

Balance Sheet 

The Company’ assets totalled $8,364 million at December 31, 1998, reflecting an increase of $522 million, 
or seven per cent, compared with assets of $7,842 million at the end of 1997.The change was primarily 
attributable to an increase of $859 million in net properties due to investments in revitalization of the 


core network and the acquisition of new AC locomotives. 


Financial Instruments 
Exposure to changes in the Canadian and U.S. dollar exchange rates on future revenue streams and certain 
US. dollar expenditures is managed by selling or purchasing forward U.S. dollars at fixed rates in future 
periods. At December 31, 1998, the Company had entered into foreign exchange contracts to sell 
approximately US$475 million at exchange rates ranging from 1.40 to 1.43 over the 1999-2002 period. 
Exposure to fluctuations in the price of crude oil is being managed by selling or purchasing crude 
oil futures. At December 31, 1998, the Company had entered into fuel futures contracts to purchase 
approximately 1.8 million barrels at prices ranging from US$11.28 to US$18.03 per barrel. 
The Company is party to a number of interest rate swap agreements which convert a portion of 
its fixed interest rate liability into a variable rate liability. At. December 31, 1998, the Company had 
outstanding swap agreements for nominal amounts of US$295 million (equivalent to Cdn.$457 million) 


and of Cdn.$41 million. 
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Future Trends, Commitments and Risks 

In 1999, the Company is entering its final year of an aggressive program of investment, with planned 
capital expenditures of approximately $800 million. At December 31, 1998, the Company had committed 
to future capital expenditures amounting to $212 million. With respect to existing operating lease 
commitments, minimum lease payments in 1999 will total $164 million. 

The focus of the Company’s investment will be on track improvements, the acquisition of new 
AC locomotives and improvements to commercial facilities and information systems. A significant 
investment in information systems technology will further streamline CPR’s operating and 
administrative processes in 1999. For example, CPR is adopting integrated business software that will 
deliver more reliable, real-time information with which to plan, track and manage all expenditures. New 
information technology tools will also serve as the building blocks for the Company’s Service Excellence 
initiative. Service Excellence is intended to enhance customer value by yielding more reliable dock-to- 
dock transportation service, improved car utilization and throughput as well as greater efficiency of yards 
and intermodal terminals. 

The Company’s continued extensive restructuring and fleet renewal programs should improve 
customer service, enhance cost reduction efforts and improve its competitive position. Capital expenditures 
in 1999 are expected to be funded largely from operations and proceeds from asset sales, thereby reducing 
the need for significant external financing. However, the Company continues to explore opportunities 
for external financing of locomotive acquisitions. Any resulting increase in CPR’s borrowing will be 
within a manageable range of debt coverage. 

In general, the Company’s traffic volumes and revenues are largely dependent upon the health and 
growth of both the North American and global economies, particularly the economy of Asia. The railway 
is especially sensitive to factors affecting Canada’s agricultural, mining, forest products and automotive 
sectors. The volume of export and import traffic is subject to a range of external influences, including 
the growth of the economies of Canada, the U.S. and key importing/exporting countries, as well as 
exchange rates and other factors affecting the volume and patterns of international trade. In addition, 
agricultural traffic is heavily influenced by weather conditions in Canada, the U.S. and other producing 
countries. Most of these factors are beyond the influence or control of the railway industry. 

The Company faces intense competition from other railways and from highway carriers. It also 
has a substantial investment in fixed plant and equipment and has limited flexibility to adjust output 
levels and expenditures in response to short-term declines in traffic. Inefficient asset utilization during 
periods of reduced demand, combined with intense competition, could have an adverse impact on future 
earnings levels. Such a situation could persist until the external economic environment prompts a recovery 
in traffic levels. However, the Company actively manages its processes and resources to increase efficiency 


and mitigate negative impacts when faced with declines in traffic. 
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Over the coming year, CPR will continue its three-point strategy of cost reduction, franchise renewal 
and revenue growth. Service improvements are expected to be the primary driver of revenue growth. 
Near-term growth initiatives are aimed at further developing intermodal business in the Vancouver-to-Chicago 
and Northeast U.S. corridors, along with the efficient movement of trailer traffic in the Montreal-to-Chicago 
corridor. Given the current state of the Asian economy, CPR anticipates continued softness in coal revenues. 
Further gains in the non-bulk sectors are expected should North American economic growth remain 
reasonably strong. It is anticipated that these gains, combined with ongoing cost-reduction initiatives, 


will continue to mitigate the impact of weakness in the bulk commodities. 


Year 2000 

Canadian Pacific Railway, like most other companies, is vulnerable to the failure of computerized systems 
or business disruption caused by the Year 2000 issue. The Company is actively addressing issues relating 
to the continued operation of its information technology systems in the year 2000. The Company’s 
senior management has created a core team to oversee implementation of the Year 2000 Readiness Plan. 
At CPR, systems and business processes are considered Year 2000-ready when they have been remediated 
and tested, replaced or retired, or workarounds have been developed. 

State of Readiness 

During 1997, an examination was begun of all existing systems and devices to identify those that affect 
essential business processes and use date data. Remediation and testing efforts were begun in 1998, including 
both Information Systems (“IS”)-managed assets (computer hardware and software) and Business-managed 
assets (facilities, embedded systems, and third-party business partners). 

At December 31, 1998, all key IS-managed assets, including legacy systems that will continue to 
be used into the year 2000, have been remediated. The majority of these have also been tested. This 
includes the upgrade of mainframe and distributed server platforms and remediation of essential 
applications. A number of existing systems have been or will be retired as a result of prior major investments 
in new information systems, and will not need to be addressed. Regarding Business-managed assets, 
specifically operational equipment identified as essential to the continued safe operation of the railway, 
indications were that these would be unaffected by dates, or would handle dates correctly. Therefore, 
most of the work involved testing and verifying that the equipment functioned as expected with the date 
change. Remediation and testing of key Business-managed assets is expected to be complete by March 31, 1999. 

As with all industries, CPR is dependent on key third parties such as suppliers, industry partners, 
customers, governments, utilities and others in the economic chain with respect to Year 2000 issues. 
The Company continues to assess third-party readiness. Based on the result of this process, the Company 
will develop Year 2000 contingency plans as needed. These plans could include alternative sources of 


supply as well as increased inventory levels. 
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Contingency Plans 
CPR has standard operating contingency plans in place to ensure continued safe, high quality service 
to its customers. During 1998, these plans were reviewed for any specific Year 2000 issues, including 
issues with respect to key third parties, and contingency plan modifications are under consideration. 
CPR’s contingency planning for the Year 2000 is addressing various alternatives, including assessing 
a variety of “most reasonably likely worst case scenarios” to which the Company may be required to 
react, including the failure or disruption of essential third-party services such as electricity and 
telecommunications. These plans will contemplate the identification of alternative sources of supply for 
products or services, including increasing inventories and developing additional back-up systems or 
redundancies. The Company’s contingency plans for the Year 2000 will evolve throughout 1999 and 
will be updated on an ongoing basis. 
Risk of Year 2000 Issues 
CPR believes that, because of its strategy of addressing Year 2000 issues, the Company will not experience 
a material adverse effect on its business, operating results or financial position as a result of Year 2000 
issues. However, there can be no assurance that the Year 2000 readiness efforts by the Company or its 
key business partners will be successful. Therefore, it remains uncertain to what extent, if any, the Company 
may be affected. 
Costs to Address Year 2000 Issues 
Cumulative to the end of 1998, $29 million had been spent in addressing Year 2000 issues, all of which 
has been expensed. Approximately $15 million is forecast to be spent in 1999, all of which is likely to 
be expensed. The Company’s Year 2000 readiness effort is being funded entirely by operating cash flows. 
CPR considers the preceeding Year 2000 discussion to be Year 2000 readiness disclosure within 
the meaning of the Year 2000 Information Readiness Disclosure Act (United States). 


Labour Relations 
Labour relations remains an important business issue at Canadian Pacific Railway as approximately 
80 per cent of the Company’s 19,900 employees are unionized. 

At year end, Canadian Pacific Railway had national agreements in place with six of its seven Canadian 
labour organizations. Five of these are in effect through to the end of 2000 and one to the end of 1999. 
Negotiations with train crew personnel, whose contract expired on December 31, 1998, began in 


November 1998 and are ongoing. 
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In the US., the Company is party to collective agreements with 31 bargaining units on its subsidiary 
railways: 16 with the Soo Line Corporation, 14 with the Delaware and Hudson Railway Company (D&H), 
and one with the St. Lawrence and Hudson Railway Company (StL&H). At year end, 27 of the 31 
unions had agreements in place. 

At the end of 1998, the Soo Line had agreements in effect with 14 of 16 bargaining units. Agreements 
with unions representing mechanical foremen and signal maintainers expired on December 31, 1998, 
and significant progress has been made in discussions with both groups. 

At year end, the D&H had agreements with 12 of 14 bargaining units. An agreement with 
engineering supervisors was still in negotiation. In addition, the|agreement with the union representing 
locomotive engineers expired December 31, 1998, and negotiations are scheduled to begin in February 
1999. All other U.S. agreements currently in effect extend to the end of 1999 or 2000. 


Regulation and Other Issues 

Canadian Wheat Board 

In April 1997, the Canadian Wheat Board (“CWB”) filed a complaint with the Canadian Transportation 
Agency (“CTA”) alleging that Canadian Pacific Railway and another major Canadian railway had failed 
to fulfill their service obligations pursuant to the Canada Tiansportation Act for receiving, carrying and 
delivering wheat and barley to different destinations from December 1996 to June 1997. The CWB 
alleged that this had cost it and farmers more than $50 million in increased expenses and reduced revenues, 
excluding general damages, and had damaged the CWB’s reputation. The CWB sought an order that 
the railways were in neglect of their duty and that they must provide reasonable and suitable 
accommodation for the transportation of grain. 

In its September 30, 1998, ruling on the matter, the CTA acknowledged the severe impact on 
transportation of extreme weather-related incidents during the winter of 1996-97 and the tireless efforts 
of CPR employees to overcome those conditions. 

The CTA did not issue any relief or make any orders against CPR and found that the railway 
met its level-of-service obligations in the carriage of grain to the Port of Thunder Bay and to Eastern 
Canada. With respect to grain movement to the Port of Vancouver, the CTA found that the severe 
weather prevented CPR from meeting industry system (Car Allocation Policy Group) unload guidelines. 
Based on these guidelines and in the absence of specific service-level measures, the CTA found that, 
for a short period in the winter of 1996-97, CPR did not meet its service obligations. 

On December 23, 1998, a statement of claim filed by the CWB in the Federal Court of Canada 
alleged breach of service obligations by CPR during the winter of 1996-97 and claimed damages of 
$45 million. The Company intends to vigorously defend itself against this claim. Management believes 


that amounts with respect to the outcome of this litigation, if any, will not be material. 
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Estey Review 

A statutory review of the Canadian grain handling and transportation system was completed in 1998, 
with recommendations presented in a report to the Canadian government in December. Among the 
report’s recommendations are that the cap on grain freight rates be removed, grain car allocation be 
left as a matter between railways and shippers, the role of the CWB be changed and that persons other 
than federal railways be allowed to apply to operate on federal railways if it is in the public interest 


and on payment of fair compensation. Legislative amendments for grain may follow in 1999. 


Forward-Looking Information 
This Annual Report contains certain forward-looking statements within the meaning of the Private 
Securities Litigation Reform Act of 1995 (United States) relating, but not limited to CPR’s operations, 
anticipated financial performance, business prospects and strategies. Forward-looking information typically 
contains statements with words such as “anticipate’’,““believe”’, “expect”, “plan” or similar words suggesting 
future outcomes. Much of this information appears in the Management's Discussion and Analysis section. 

Readers are cautioned not to place undue reliance on forward-looking information because it 
is possible that predictions, forecasts, projections and other forms of forward-looking information will 
not be achieved by CPR. By its nature, CPR’s forward-looking information involves numerous 
assumptions, inherent risks and uncertainties, including but not limited to the following factors: changes 
in business strategies; general global economic and business conditions; the availability and price of 
energy commodities; the effects of competition and pricing pressures; industry overcapacity; shifts in 
market demands; changes in laws and regulations, including environmental and regulatory laws; potential 
increases in maintenance and operating costs; uncertainties of litigation; labour disputes; timing of 
completion of capital or maintenance projects; currency and interest rate fluctuations; various events 
which could disrupt operations, including severe weather conditions; technological changes; and the 
timely completion of Year 2000 readiness efforts by CPR and key third parties. 

CPR undertakes no obligation to update publicly or otherwise revise any forward-looking 
information, whether as a result of new information, future events or otherwise, or the foregoing list 


of factors affecting such information. 
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MANAGEMENT'S RESPONSIBILITY FOR FINANCIAL REPORTING > 98 


The information in this Annual Report is the responsibility of management. The consolidated financial 
statements have been prepared by management in accordance with Canadian generally accepted accounting 
principles and include some amounts based on management’s best estimates and careful judgment. 

Management maintains a system of internal accounting controls to provide reasonable assurance 
that assets are safeguarded and that transactions are authorized, recorded and reported properly. The internal 
audit department reviews these accounting controls on an ongoing basis and reports its findings and 
recommendations to management and the Audit Committee of the Board of Directors. 

The Board of Directors carries out its responsibility for the consolidated financial statements 
principally through its Audit Committee, consisting of five members, all of whom are outside directors. 
This Committee reviews the consolidated financial statements with management and the independent 
auditors prior to submission to the Board for approval. It also reviews the recommendations of both 
the independent and internal auditors for improvements to internal controls, as well as the actions of 


management to implement such recommendations. 


George C. Halatsis Robert J. Ritchie 
Executive Vice-President and President and 
Chief Financial Officer Chief Executive Officer 


February 5, 1999 
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98 > AUDITORS’ REPORT 


To the Shareholder of Canadian Pacific Railway Company 

We have audited the consolidated balance sheets of Canadian Pacific Railway Company as at December 31, 
1998 and 1997, and the consolidated statements of income, retained income and changes in financial 
position for each of the two years in the period ended December 31, 1998. These consolidated financial 
statements are the responsibility of the Company’s management. Our responsibility 1s to express an opinion 
on these financial statements based on our audits. 

We conducted our audits in accordance with generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial statements 
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the 
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles 
used and significant estimates made by management, as well as evaluating the overall financial statement 
presentation. 

In our opinion, these financial statements present fairly, in all material respects, the financial position 
of Canadian Pacific Railway Company as at December 31, 1998 and 1997, and the results of its operations 
and the changes in its financial position for each of the two years in the period énded December 3g 


1998, in accordance with generally accepted accounting principles in Canada. 


Prrematirhautferprs LLP 


Chartered Accountants 


Calgary, Alberta 


February 5, 1999 
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STATEMENT OF CONSOLIDATED INCOME > 98 


Revenues 
Freight 
Other 


Operating expenses 
Engineering 

Mechanical 

Transportation 

General and administrative 
Depreciation and amortization 


Operating income 


Other charges (Note 4) 
Interest expense (Note 5) 
Income tax expense (Note 6) 
Net income 


1998 


$ 3,315.2 
201.3 


3,516.5 | 


262.8 
395.7 
1,251.4 
591.6 
279.0 


2,780.5 


736.0 


18.4 
118.5 
236.7 


$ 362.4 


SE IL ETI EE LO SE EE A ES ET 


1997 


$ 3,428.7 
288.1 
3,716.8 


286.0 
424.1 
1,338.9 
616.6 
249.1 
2,914.7 
802.1 


44.8 
96.0 
192.4 
$ 468.9 
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98 > CONSOLIDATED BALANCE SHEET 
December 31 (in millions) 
1998 1997 
Assets 
Current assets 
Cash and short-term investments $ 49.5 $ 462.0 
Accounts receivable (Note 7) 458.7 on Oe) 
Materials and supplies 194.6 730 
Deferred income taxes 50.4 75.4 
753.2 122057; 
Investments (Note 9) 180.5 148.1 
Net properties (Note 10) 7,035.4 6,176.3 
Other assets and deferred charges (Note 11) 395.0 297.2 
Total assets $ 8,364.1 $ 7,842.3 
Liabilities and shareholder’s equity \ 
2 
Current liabilities 
Accounts payable and accrued liabilities $ 1,389.2 $ 1,380.2 
Income and other taxes payable 102.8 Seo) 
Long-term debt maturing within one year (Note 12) 20.2 25,0 
1,512.2 1,498.2 
Deferred liabilities (Note 14) 557.3 564.8 
Long-term debt (Note 12) 1,489.2 NSO 
Advances from affiliate (Note 18) 215.2 305.2 
Deferred income taxes 881.1 Vase hi 
Deferred income credits (Note 15) 474.7 498.1 
Shareholder’s equity (Note 16) 
Ordinary Shares 1,812.5 1,804.5 
Contributed surplus 283.7 276.4 
Foreign currency translation adjustments 95.3 HEY) 
Retained income 1,042.9 680.5 
3,234.4 2,840.4 
Total liabilities and shareholder's equity $ 8,364.1 $ 7,842.3 


Approved on behalf of the Board: 


Ce ae 


D.P. O’Brien, Director 


V7 a 


S.A. Milner, Director 
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STATEMENT OF CHANGES IN CONSOLIDATED FINANCIAL POSITION > 98 


Year ended December 31 (in millions) 


1998 

Operating activities 
Net income $ 362.4 
Add (deduct) items not affecting cash flow 

Depreciation and amortization 279.0 

Deferred income taxes 155.7 

Amortization of deferred charges 25.9 

Gain on disposal of transportation properties (44.4) 

Other (17.5) 
Cash flow 761.1 
Restructuring payments (116.5) 
Other operating activities, net (16.6) 
Change in non-cash working capital balances related 

to operations (Note 8) 51.9 
Cash provided by operating activities 679.9 
Dividends paid 
Assets distributed to parent in form of dividend - 
Less: Non-cash component of assets distributed - 
Cash dividends paid - 
Investing activities 
Capital program (1,094.3) 
Net increase in accounts payable resulting from 

additions to properties 71.7 
Other investments (35.1) 
Net proceeds from disposal of transportation properties 65.4 
Cash used in investing activities (992.3) 
Financing activities 
Issuance of long-term debt 0.3 
Repayment of long-term debt (25.7) 
Equity contribution from affiliate (Note 16) 15.3 
Advances from (to) affiliate (90.0) 
Cash provided by (used in) financing activities (100.1) 
Cash position* 
Increase (decrease) in cash (412.5) 
Net cash at beginning of year 462.0 
Net cash at end of year $ 49.5 


i 


* Cash and cash equivalents comprise cash and short-term investments net of bank 4oans. 


1997 


$ 468.9 


249.9 
DOES 
LYS 
(134.3) 
(1.6) 


833.1 


(209.4) 
Zits 


SA 


748.0 


(1,485.1) 
762.8 


(2253) 


(858.0) 


22M 
(55.9) 
451.9 


(240.9) 
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98 > STATEMENT OF CONSOLIDATED RETAINED INCOME 
Year ended December 31 (in millions) 
1998 1997 

Balance, January 1 $ 680.5 SZ /4os 
Net income for the year 362.4 468.9 
Capitalization of retained income into Ordinary Shares (Note 16) - (1,065.6) 
Other - 16.8 
Dividends paid 

Ordinary Shares - (16.0) 

Distribution to parent (Note 1) - (1,469.1) 
Balance, December 31 $ 1,042.9 § . 680.5 


SS A a ESS AEE LCI OLE TEI 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS> 98 


1. Corporate reorganization 
In June of 1997, Canadian Pacific Railway Company (“the Company’’) distributed to its parent, Canadian 
Pacific Limited (“CPL”), $1.469 billion of its non-strategic assets. 


2. Summary of significant accounting policies 


Principles of consolidation 
These consolidated financial statements include adjustments to better reflect an accounting basis that is 
more comparable with that employed by other Class I railroads in North America. The unconsolidated 
books and records of the railway entities within the consolidated group continue to be reported according 
to generally accepted accounting practices for railways as prescribed in the regulations of the Canadian 
Transportation Agency in Canada and the Surface Transportation Board in the United States. 

The following list sets out the Company’s principal subsidiaries, including the jurisdiction of 
incorporation and the percentage of voting securities owned directly or indirectly by the Company as 


of the date hereof. 
Percentage of voting 
securities held 


Incorporated under directly or indirectly 
Principal subsidiary the laws of by the Company 
Soo Line Corporation (“Soo Line”) Minnesota 100% 
Delaware and Hudson Railway Company, Inc. (“D&H”) Delaware 100% 
St. Lawrence and Hudson Railway Company Limited ("StL&H”) Canada 100% 


Revenue recognition 
Railway freight revenues are recognized based on the percentage of completed service method. 
Foreign currency translation 
Foreign currency assets and liabilities of the Company’s operations, other than through foreign subsidiaries, 
are translated into Canadian dollars at the year-end exchange rate for monetary items and at the historical 
exchange rates for non-monetary items. Foreign currency revenues and expenses are translated at the 
exchange rate in effect on the dates of the related transactions. With the exception of unrealized gains 
and losses on long-term monetary assets and liabilities, which are being amortized to income over the 
remaining lives of the related items, foreign currency gains and losses are included immediately in income. 
The accounts of the Company’s foreign subsidiaries are translated into Canadian dollars using the 
year-end exchange rate for assets and liabilities and the average exchange rates in effect for the year for 
revenues and expenses. Exchange gains or losses arising from translation of foreign subsidiaries’ accounts 
are included under Shareholder’s equity as foreign currency translation adjustments. Also included as a 
foreign currency translation adjustment is the exchange credit arising from translation of the Company’s 


Perpetual 4% Consolidated Debenture Stock. 
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Forward foreign currency exchange contracts 
Gains and losses on forward exchange contracts which serve to hedge exposure to changes arising from fluctuations 
in exchange rates between Canadian and USS. dollars on future revenue streams are included, together with 


related hedging costs, in freight revenues, concurrently with recognition of the underlying items being hedged. 


Pensions and other post-retirement benefits 
Pension costs are actuarially determined on the basis of management’s best estimates using the projected 
benefit method prorated over the service lives of employees. Pension expense includes the cost of pension 
benefits earned by employees during the current year and the amortization of adjustments arising from 
pension plan amendments, experience gains and losses and changes in assumptions. The amortization 
period covers the expected average remaining service lives of employees covered by the plan. The difference 
between the market-related value of the pension fund assets and the actuarial present value of accrued 
pension benefits at the date the present accounting policy was adopted is also being amortized over the 
expected average remaining service lives of plan employees. 

For post-retirement health care and life insurance benefits, costs are based on the annual insurance 


premium paid to provide these benefits. 


Materials and supplies 


Inventories of materials and supplies are valued at the lower of average cost and replacement value. 


Properties 
Fixed asset additions and major renewals are recorded at cost: Computer system development costs on 
major new systems are capitalized. When depreciable property is retired or otherwise disposed of in the 
normal course of business, the book value, less salvage, is charged to accumulated depreciation. 
Depreciation is calculated on the straight-line basis at rates based upon the estimated service life 
taking into consideration the projected annual usage of depreciable property, except for rail and other 
track material in the United States, which is based directly on usage. 
Equipment under capital lease is included in properties and depreciated over the period of expected 


use. Estimated service life used for principal categories of properties is as follows: 


Assets Years 
Diesel locomotives 28 to 32 
Freight cars 21 to 43 
Ties 35 to 45 
Rails 

— in first position 21 to 30 

— in other than first position 54 
Computer system development costs By 1) 1119) 


Restructuring charges 
The present values of future payments toward the accrued restructuring charges as well as the undiscounted 
environmental remediation accrual are recorded in accrued liabilities and in deferred liabilities. The discount 


is being amortized over the payment period. 
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3. Segmented information 


Operating segment 
The Company operates in only one operating segment: rail transportation. The financial information 
presented at this level is used by management for decision-making. 


No customer accounts for more than 10% of the Company’s revenue. 


Geographic information 


(in millions) 
United Other Consolidating 
Canada States countries entries Total 

1998 
Revenues $ 2,573.2 $ 944.5 $ - $ (1.2) $ 3,516.5 
Operating expenses 2,106.8 835.9 - (162.2) 2,780.5 
Operating income 466.4 108.6 - 161.0 736.0 
Interest and other charges 178.0 55.9 (96.8) (0.2) 136.9 
Income taxes 131.2 29.7 2.9 72.9 236.7 
Net income $ 157.2 $ 23.0 $ 93.9 $ 88.3 $ 362.4 
Current assets $ 560.1 $ 243.1 $ 1.2 $ (51.2) $ 753.2 
Net properties 4,448.2 1,716.1 - 871.1 7,035.4 
Other long-term assets 538.2 37.3 - - 575.5 
Total assets $ 5,546.5 $ 1,996.5 $ 1.2 $ 819.9 $ 8,364.1 
Current liabilities $ 1,009.1 $ 551.2 $ 7.8 $ (55.9) $ 1,512.2 
Long-term liabilities 2,860.7 354.4 6.0 396.4 3,617.5 
Shareholder’s equity 1,676.7 1,090.9 (12.6) 479.4 3,234.4 
Total liabilities and 

q shareholder's equity $ 5,546.5 $ 1,996.5 $ 1.2 $ 819.9 $ 8,364.1 
1997 
Revenues SQLS $ 966.6 $ = 5 Waa $ 3,716.8 
Operating expenses 2,206.1 820.6 - (112.0) DZ OVAa 
Operating income 531.4 146.0 = W247 802.1 
Interest and other charges 161.8 34.9 (55.9) = 140.8 
Income taxes 114.0 (tS SH) 56.7 192.4 
Net income Sm 25516 $$ 92.9 $524 $ 68.0 $ 468.9 
Current assets $ 779.2 $ 495.1 $ Qe $ (56.8) $ 1,220.7 
Net properties 4,159.2 S072 - 709.9 la}, lwAgie: 
Other long-term assets 404.2 41.1 - = 445.3 
Total assets $ 5,342.6 $ 1,843.4 $ eZ SS. Gisshi $ 7,842.3 
Current liabilities $1), 96:5 $ 361.6 $ 1.6 $ (61.5) $ 1,498.2 
Long-term liabilities ZOibr5 242.3 227 BYIEE I 3,503.7 
Shareholder's equity 1,230.6 19239°5 (21.1) 391.4 2,840.4 


Total liabilities and 
shareholder's equity § 5,342.6 $ 1,843.4 $ 82 $" 65351 $ 7,842.3 
NS RT PRE EE EU SETI TET TG TEE PEEL St A TEE ER SIE AES ES SS SS A SS 
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The condensed income statement and balance sheet for the Canadian operations have been prepared 
in accordance with the Uniform Classification of Accounts issued by the Canadian Transportation Agency 
in Canada. The changes required to consolidate the Canadian operations are identified above as 
consolidating entries with the exception of amounts adjusting current assets and liabilities which are 


eliminations of inter-segment balances. 


4. Other charges 


(in millions) 
1998 SOF, 
Amortization of discount on restructuring accruals $ 21.1 By eZ) 
Adjustment of discount on restructuring accruals - Shy 
Amortization of foreign exchange losses on long-term debt 4.8 6.7 
Other exchange losses (11.1) 6.8 
Real estate income (7.7) (0.9) 
Charges on sale of accounts receivable 5.3 1.8 
Other 6.0 (0.3) 
$ 18.4 $ 448 
5. Interest expense 
(in millions) 
1998 1997 
Interest on long-term debt and debenture stock $ 137.3 $ 20m 
Interest income (18.8) (24.1) 
$ 118.5 $ 96.0 


Interest received from and paid to affiliates during 1998 was $6.4 million and $24.4 million 
(1997 - $3.8 million and $9.1 million), respectively. 


6. Income tax expense 


The following is a summary of the Company’s income tax expense: 


(in millions) 
1998 1997 
Canada - el 
Current Seni $ (40.2) 
Deferred 126.9 230.9 
204.0 190.7 
Foreign 
Current 3.9 10.1 
Deferred 28.8 (8.4) 
= 3270 17 
Total 
Current 81.0 (30.1) 
Deferred 155.7 Be2e5 
$ 236.7 $ 192.4 
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Deferred income tax expense results from timing differences in the recognition of revenue and 
expenses for tax and financial statement purposes. The source and income tax effect of these timing 


differences are shown below: 


(in millions) 
1998 SIS 
Excess of tax over book depreciation $ 143.4 S alt76 
Losses tax-affected (8.1) - 
Tax losses utilized 4.6 58.2 
Write-down of assets and restructuring costs 7.0 6.8 
Reduction in restructuring accruals 44.9 542 
Other (36.1) (14.3) 
$ 155.7 OuZZ22.0 


The Company’s consolidated effective income tax rate differs from the expected statutory tax rate. 


Expected income tax expense at statutory rates is reconciled to income tax expense as follows: 


(in millions) 
1998 1997 
Expected income tax expense at Canadian statutory tax rates $ 269.8 Soe Zoe. 
Increase (decrease) in taxes resulting from: 
Large corporations tax 9.1 8.4 
(Gains) losses not subject to tax (7.0) 10.5 
Foreign tax rate differentials (35.7) (20.7) 
Utilization of prior years’ unbenefited losses - (110.9) 
Other 0.5 WAS, 
Income tax expense $ 236.7 $ 192.4 


7. Sale of accounts receivable 
The Company has a securitization agreement involving the sale of accounts receivable which at December 


31, 1998, amounted to $165.0 million (1997 - $110.0 million). Cash proceeds on the sale of these 
receivables were $150.0 million (1997 - $100.0 million) with $15.0 million (1997 - $10.0 million) having 


been held back as a reserve to be released to the Company upon termination of the agreement. 
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8. Change in non-cash working capital balances 
(in millions) 
1998 1997, 
Source (use) of cash: 
Accounts receivable $ 51.6 $ (47.8) 
Materials and supplies (21.6) May 
Accounts payable and accrued liabilities 9.0 DINOS 
Income and other taxes payable 9.8 Dono) 
Change in non-cash working capital 48.8 234.2 
Exclude amounts reported outside of 
working capital on the staternent of changes: 
Reduction in current portion of 
restructuring provisions 74.8 83.5 
Net increase in accounts payable resulting 
from additions to properties (71.7) (221.1) 
Other - 0.6 
Change in non-cash working capital balances 
related to operations $ 51.9 $ ler! 
9. Investments 
(in millions) 
1998 1997, 
Accounted for on an equity basis 
CNCP Niagara-Detroit Partnership $ 35.9 $ 4011 
Indiana Harbour Belt Railroad Company 29.4 23,5 
I&M Rail Link, LLC 36.1 19.6 
Accounted for on a cost basis 79.1 64.9 
$ 180.5 $ 148.1 
10. Net properties 
(in millions) 1998 1997 
Accumulated Net book Accumulated Net book 
Cost depreciation value Cost depreciation value 
Track and roadway $ 6,487.6 $ 2,175.4 $ 4,312.2 § 6,032.7 § 2,115.6 $ 3,917.1 
Buildings 391.3 161.9 229.4 406.6 180.4 226.2 
Rolling stock 2,757.1 1,056.1 1,701.0 2,410.1 LON (| SSENO 
Other 1,210.0 417.2 792.8 1,010.0 370.0 640.0 
$ 10,846.0 $ 3,810.6 $ 7,035.4 $ 9,859.4 $ 3,683.1 $ 6,176.3 


At December 31, 1998, net properties included assets held under capital lease of $219.6 million at cost 
(1997 - $243.9 million), and related accumulated depreciation of $38.6 million (1997 - $51.6 million). 
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11. Other assets and deferred charges 
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(in millions) 
1998 1997 
Prepaid pension costs $ 111.5 SS WF 
Unamortized exchange loss 164.0 120.7 
Other 119.5 54.8 
$ 395.0 3 2? 

12. Long-term debt 

(in millions) 
1998 1997 
6.875% Debentures due 2003 $ 387.5 SS Gays 
9.450% Debentures due 2021 387.5 857.5 
8.850% Debentures due 2022 387.5 B13)//-(5) 
Obligations under capital leases due 1999 - 2014 (6.85% - 12.71%) 280.0 266.4 
Other 2.3 2.4 
1,444.8 1,341.3 
Perpetual 4% Consolidated Debenture Stock 64.6 59.6 
1,509.4 1,400.9 
Less: Long-term debt maturing within one year 20.2 25.0 
$ 1,489.2 $ 1,375.9 


At December 31, 1998, long-term debt denominated in USS. dollars was $1,493.9 million (1997 - $1,383.9 million). 


The Company’s debentures are unsecured but carry a negative pledge. The 8.850% debentures are 


callable starting in 2002 at a premium which declines over time. 


The Consolidated Debenture Stock, created by an Act of Parliament of 1889, constitutes a first 


charge upon and over the whole of the undertaking, railways, works, rolling stock, plant, property and 


effects of the Company, with certain exceptions. Despite its perpetual nature, the relatively small remaining 


amount of Consolidated Debenture Stock has been included with long-term debt to simplify the balance 


sheet presentation. 
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Annual maturities and sinking fund requirements, excluding those pertaining to capital leases, for 
each of the five years following 1998 are: 1999 - $0.2 million; 2000 - $0.2 million; 2001 - $0.2 million; 
2002 - $0.2 million; 2003 - $387.7 million. 


At December 31, 1998, capital lease obligations included in long-term debt above were as follows: 


(in millions) _ Capital leases 


Minimum lease payments in: 


1999 $ 20.6 
2000 19.2 
2001 19.2 
2002 19:2 
2003 19.2 
Thereafter 447.5 
Total minimum lease payments 544.9 
Less: Imputed interest (264.9) 
Present value of minimum lease payments 280.0 
Less: Current portion (20.0) 
Long-term portion of capital lease obligations $ 260.0 


13. Financial instruments 
Forward foreign currency exchange contracts ; 
Exposure to changes arising from fluctuations in exchange rates between Canadian and US. dollars on 
future revenue streams and certain U.S. dollar expenditures has been managed by selling or purchasing 
forward U.S. dollars at fixed rates in future periods. At December 31, 1998, the Company had entered 
into foreign exchange contracts to sell approximately US$475.0 million at exchange rates ranging from 
1.40 to 1.43 over the years 1999 to 2002. At December 31, 1998, the unrealized loss on forward foreign 
currency exchange contracts was Cdn.$47.4 million. 

At December 31, 1998, the above included contracts to sell approximately US$155.0 million to 
a related party over the years 2000 to 2002 at rates ranging from 1.42 to 1.43, with an unrealized loss 
of Cdn.$13.4 million. 
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Commodity contracts 

Exposure to fluctuations in the price of crude oil has been managed by selling or purchasing crude oil 
futures. At December 31, 1998, the Company had entered into futures contracts to purchase approximately 
1.8 million barrels at prices ranging from US$11.28 to US$18.03 per barrel. At December 31, 1998, 


the unrealized loss on crude oil futures was Cdn.$6.5 million. 


Interest rate swaps 

The Company is party to a number of interest tate swap agreements which convert a portion of its 
fixed interest rate liability into a variable rate lability. At December 31, 1998, the Company had outstanding 
swap agreements for nominal amounts of US$295.0 million (equivalent to Cdn.$457.3 million) and 
Cdn.$40.8 million. 


The following table discloses the terms of the swap agreements in place at December 31, 1998: 


Expiration April 1999 June 2002 November 2003 
Notional amount of principal (in millions) US$195.0 US$100.0 CDN$40.8 
Fixed receiving rate 7.5% Tans 8.0% 
Variable paying rate 5.4% (1) 5.3% (1) 74% (2) 


(1) Based on US LIBOR. 

(2) Based on Bankers’ Acceptances. 

Credit risk management 

The Company is exposed to credit losses in the event of non-performance by counterparties to financial 
instruments, however, the Company does not anticipate such non-performance as dealings have been 
with counterparties of high credit quality. In addition, the Company believes there are no significant 


concentrations of credit risk. 
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Interest rate exposure and fair values 
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The Company’s exposure to interest rate risk along with the total carrying amounts and fair values of 


its financial instruments is summarized in the following table: 


At floating Fixed interest rate maturing in Total 
interest Less than One to More than carrying 
(in millions) rates one year five years five years value Fair value 
Financial assets 
Cash and short-term investments $ 49.5 $ - $ - $ - $ 49.5 $ 49.5 
Financial liabilities 
Advances from affiliates DNS - - - P22 Zee 
Debentures - = 387.5 FHSS: (16225 130911 
4% Consolidated Debenture Stock - - - 64.6 64.6 38.3 
Obligations under capital leases - 20.0 66.7 193.3 280.0 ERAS AS) 
Other - 0.2 0.8 WS Des} 2,3 
Interest rate swaps 498.1 (SO223)) (195.8) - - 16.2 
Forward foreign currency contracts - - - = = (47.4) 
Crude oil futures = - - - - (6.5) 


The Company has determined the estimated fair value of its financial instruments based on 


appropriate valuation methodologies. However, considerable judgment is necessary to develop these 


estimates. Accordingly, the estimates presented herein are not necessarily indicative of what the Company 


could realize in a current market exchange. The use of different assumptions or methodologies may 


have a material effect on the estimated fair value amounts. 


The following methods and assumptions were used to estimate the fair value of each class of financial 


instrument: 


¢ Short-term financial assets and liabilities are valued at their carrying amounts as presented in 


the balance sheet, which are reasonable estimates of fair value due to the relatively short period 


to maturity of these instruments. 


¢ Advances from affiliates are valued at their carrying amounts as presented in the balance sheet, 


which are reasonable estimates of fair value due to the floating rate nature of interest charges. 


¢ The fair value of publicly traded long-term debt is determined based upon market prices at 


December 31, 1998.The fair value of other long-term debt is estimated based on rates currently 


available to the Company for long-term borrowing with similar terms and conditions to those 


borrowings in place at the balance sheet date. 


¢ The fair value of derivative instruments is estimated as the unrealized gain or loss calculated 


based on market prices or rates at December 31, 1998, which generally reflect the estimated 


amounts that the Company would receive or pay to terminate the contracts at the balance sheet date. — 
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14. Deferred liabilities 
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(in millions) 
1998 1997 
Provision for restructuring and environmental remediation $ 527.7. $ 628.5 
Deferred workers’ compensation 139.7 150.8 
Accrued pension and other benefits 71.8 3} 5) 74) 
Other 40.6 34.6 
779.8 869.3 
Less: Amount payable within one year 222.5 304.5 
$ 557.3 $ 564.8 

15. Deferred income credits 

(in millions) 
1998 1997 
Federal government $ 151.9 Selo 5.3 
Other bodies 182.5 217.4 
Investment tax credits 59.7 GuleZ. 
Surplus accumulated depreciation 46.1 Bile/, 
Other 34.5 205 
$ 474.7 > 498.1 


Federal government funds were primarily for the rehabilitation of certain western branch lines. Funds 


received from other bodies were mainly for the relocation of railway lines. Deferred income credits are 


being amortized to income on the same basis as the related properties are being depreciated. 


16. Shareholder's equity 
Authorized and issued share capital 


The Company’s authorized and issued share capital is as follows: 


(in millions) 
1998 1997 
Authorized Issued Issued 
Ordinary Shares Unlimited 347.2 346.6 
Preference Shares See* - - 
First Preferred Shares Unlimited - - 
Second Preferred Shares Unlimited ~ ~ 
Third Preferred Shares Unlimited = - 
Fourth Preferred Shares Unlimited - ~ 


* Not exceeding one-half the aggregate amount of Ordinary Shares outstanding. 
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Ordinary Shares 
An analysis of Ordinary Share balances is as follows: 
(in millions) 
Ordinary Shares 

Number Amount 
In issue at January 1, 1997 142.4 $ 738.9 
Capitalization of retained income 204.2 1,065.6 
In issue at December 31, 1997 346.6 1,804.5 
Issued during the period 0.6 8.0 
In issue at December 31, 1998 347.2 lst 205) 
Contributed surplus 
During 1998, the Company received capital contributions totalling $7.3 million. 
Foreign currency translation adjustments 
Included in equity are the following cumulative foreign currency translation adjustments: 
(in millions) 

1998 1997 

Balance, January 1 $ 79.0 $s 38/6 
Effect of exchange rate changes on Perpetual 4% 

Consolidated Debenture Stock (5.0) (2.4) 
Change in foreign currency translation rates on foreign subsidiaries 21.3 | (6.2) 
Balance, December 31 $e 95:3 S$) 790 
17. Pensions 


The Company has defined benefit plans which provide for pensions based principally on years of service 


and compensation rates near retirement. Annual contributions to the plans, which are actuarially 


determined, are made on the basis of not less than the minimum amounts required by federal or provincial 


pension supervisory authorities. 
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Net pension expense amounted to $7.6 million in 1998 (1997 - $60.6 million) and includes the 


following components: 


(in millions) 


Actual return on pension fund assets 

Experience gains on pension fund deferred 

Expected return on pension fund assets 

Interest cost on projected benefit obligation 

Interest cost on obligation in excess of (less than) expected return on assets 


: 


Net amortization of prior year deferrals 
Service cost-benefits in the year 
Net pension expense 


1998 


$ (417.8) 


2.5 


(415.3) 


394.1 


(21.2) 


11.0 
17.8 


$ 7.6 


ee 

$ (541.7) 
SoZ 
(223.5) 
235.0 

is lFr5) 

SHAG; 

18.1 

$ 60.6 


Pension fund assets consist primarily of listed stocks and bonds. The following table sets forth the 


plans’ funded status and the prepaid amounts recognized in the Company’s consolidated balance sheet 


at December 31: 


(in millions) 


Accumulated benefit obligation 
Vested 
Non-vested 


Effect of projected salary increases 

Projected benefit obligation 

Pension fund assets at market-related values 

Pension fund assets greater than projected benefit obligation 
Unamortized portion of net obligation at January 1, 1987* 
Unamortized prior services cost* 

Unamortized net gain* 


1998 


$ 4,314.7 
8.7 


4,323.4 


433.8 


4,757.2 
4,973.9 


216.7 

88.2 

139.6 
(346.3) 


$ 98.2 


Net prepaid pension cost in the consolidated balance sheet 


* Amortized over the expected average remaining service lives of employees (generally 13 years). 


1997 


$ 4,156.0 
ial 
4,163.1 
386.1 
4,549.2 
4,598.1 
48.9 
Ws 1 
11S 
(166.8) 

$ 110.3 


The net prepaid pension cost is included in the following components of the consolidated balance sheet: 


(in millions) 


Other assets and deferred charges 
Deferred liabilities 

Accounts payable and accrued liabilities 
Net prepaid pension cost 


1998 
$ 111.5 
(12.7) 


1997 
S$) WZie7 
(8.8) 
(2.6) 
So iOs3 
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Actuarial assumptions used are approximately: 


1998 1997 
Discount rate for plan obligation 8.00% 8.00% 
Projected future salary increases 2.10% 3.00% 


Long-term rate of return on fund assets 8.00% 


In addition to pension benefits, the Company provides health care and life insurance benefits for 
certain retired employees. The cost of providing these benefits is recognized by expensing the annual 


insurance premiums which in 1998 were $10.3 million (1997 - $9.5 million). 


18. Related party transactions 

Rail services provided to affiliated companies yielded revenues.in 1998 of $433.4 million (1997 - $454.1 
million). Included in accounts receivable is $26.8 million (1997 - $17.1 million) due from affiliates. In 
1997, cash included $171.0 million on deposit with affiliated companies and other current assets included 
$25.5 million due from affiliates. Long-term advances from affiliates are repayable at the option of the 


Company and carry an interest rate of bankers’ acceptance plus 0.25%. 


19. Commitments 

At December 31, 1998, the Company had committed to future.capital expenditures amounting to $212.1 
million. Of this amount, $176.5 million relates to agreements entered into during 1998 for the construction 
and delivery of high-horsepower, high-adhesion alternating current locomotives. Thirty-seven units 
representing $123.5 million of commitments are scheduled for delivery in 1999 and 16 units representing 
$53.0 million of commitments are scheduled for delivery in 2001. | 

Minimum payments under operating leases were estimated at $703.8 million in aggregate, with 
annual payments (in millions) in each of the five years following 1998 of: 1999 - $163.9; 2000 - $118.8; 
2001 - $95.1; 2002 - $85.6; 2003 - $53.2. 

D&H carries a US$35.0 million General Mortgage Indenture with the United States Federal 
Railroad Administration (FRA). D&H has agreed not to dispose of more than one-third of its mainline 
route miles for a 10-year term ending in 2001. Non-performance under the terms of this agreement 
would result in a fine of US$35.0 million payable to the FRA. 


le 


-s 
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20. Reclassification 


Certain prior year’s figures have been reclassified to conform with the presentation adopted for 1998. 


21. Supplementary data 
The discussion of Canadian and United States accounting principles and the reconciliation of net income 
between United States and Canadian generally accepted accounting principles for the years included 


in Supplementary Data are an integral part of these financial statements. 


Canadian and United States accounting principles 

The consolidated financial statements of the Company have been prepared in accordance with generally 
accepted accounting principles (GAAP) in Canada, as promulgated by the Canadian Institute of Chartered 
Accountants. Over the years, a number of differences have developed between Canadian and United 
States GAAP. For the information of the Company’s United States investors, the major differences are 


described below. 


Income taxes 

The Canadian method of accounting for income taxes, described as the deferral method, focuses on 
differences arising between financial statement income and taxable income. The method followed under 
United States GAAP, described as the liability method, focuses on differences between the book and 
tax values of assets and liabilities. In Canada, income taxes are recorded using tax rates and regulations 
applicable in the current year and are not changed in future years, even though tax rates and regulations 
may change. In the United States, the tax liability is calculated using enacted future tax rates and regulations 
and is adjusted in future years if those tax rates and regulations are changed. In the years presented below, 


income taxes otherwise calculated under United States GAAP would not vary significantly. 


Foreign exchange 
Unrealized exchange gains and losses related to long-term foreign currency assets and liabilities are deferred 
and amortized over the life of the asset or liability. Under Financial Accounting Standards Board (FASB) 


Statement No. 52 “Foreign Currency Translation”, such gains and losses are included immediately in income. 


Pension cost 

The principal difference between Canadian and United States GAAP in accounting for pension costs 
is in the choice of discount rate used for computing the benefit obligation and the service and interest 
components of net periodic pension expense. Under Canadian GAAP, the discount rate used represents 
management’ best estimate of the long-term rate of return on pension fund assets. Under FASB Statement 
No. 87 “Employers’ Accounting for Pensions”, the discount rate reflects the rate at which pension benefits 
can be effectively settled at the date of the financial statements. Canadian GAAP requires all changes 
in assumptions and experience gains and losses to be amortized, while in the United States amortization 
is required only if these changes in assumptions or experience gains and losses exceed 10% of the projected 
benefit obligation or market-related value of the plan assets at the beginning of the year. Only the amount 


in excess of 10% must be amortized. 
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Post-retirement benefits other than pensions 

The costs related to post-retirement health care and life insurance benefits are expensed when paid, 
whereas FASB Statement No. 106 “Employers’ Accounting for Post-retirement Benefits Other Than 
Pensions”, requires that these costs, based on the terms of the plan, be recognized on an accrual basis 


during the years the plan participants provide the services. 


Changes in accounting policy 

Under Canadian GAAP, the effects of a change in accounting policy are calculated and applied retroactively 
with prior period amounts being restated to reflect the new policy. Under United States GAAP, the 
effects of a change in accounting policy are reported in determining the current year’s net income with 


no prior period restatement. 


Capitalization of interest 
The Company expenses interest related to capital projects undertaken during the year. FASB Statement 


No. 34 “Capitalization of Interest Costs” requires these interest costs to be capitalized. 


Accounting for derivative instruments and hedging 
On June 30, 1998, the FASB issued Statement No. 133 “Accounting for Derivative Instruments and 
Hedging” effective January 1,2000.The Company had not adopted the new standard at December 31, 1998. 


Comprehensive income 

FASB Statement No. 130 “Reporting Comprehensive Income” requires the disclosure of the change 
in equity from transactions and other events from non-owner sources during the period. Canadian GAAP 
does not require similar disclosure. In 1998, changes in equity from non-owner sources arose from a 
foreign currency translation adjustment and a minimum pension hability adjustment, defined as the excess 


of the accumulated benefit obligation over the unrecognized past service cost. 
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and net income resulting from Canadian and 


(in millions) 
1998 SY 

Operating income 

Canadian GAAP $ 736.0 $ 802.1 

United States GAAP $ 741.2 $ 1,424.2 
Net income 

Canadian GAAP $ 362.4 $ 468.9 

United States GAAP $ 340.4 $ 796.8 

Net income is reconciled from Canadian to United States GAAP in the following manner: 
(in millions) 
1998 1997 

Net income - Canadian GAAP $ 362.4 | $ 468.9 
Increased (decreased) by: 

Foreign exchange (43.3) (21.8) 

Pension costs 12.2 46.7 

Post-retirement benefits (7.0) (6.3) 

Other (1.9) (10.3) 

Cumulative effect of accounting change* - 590.0 

Deferred income tax (expense) recovery 18.0 (270.4) 
Net income - United States GAAP 340.4 796.8 
Other comprehensive income 

Foreign currency translation adjustment 16.3 (8.6) 

Minimum pension liability adjustment (9.1) 1.0 
Other comprehensive income before tax 7.2 (7.6) 
Deferred income tax (expense) recovery (4.1) C5 
Comprehensive income $ 343.5 >. /925/, 


* |n 1997, the Company adopted on a retroactive basis new capitalization policies in its consolidated financial statements which capitalized all 


expenditures associated with programmed replacement of track and structures, some of which were previously expensed. Under United States 


GAAP. the effects of this change in accounting policy are included in the year of the change with no prior period restatement. 
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Balance sheet 
Had the consolidated balance sheet been prepared under United States GAAP, the differences would 
have been as follows (higher/(lower) under United States GAAP): 


(in millions) 
1998 1997 

Assets 
Properties 

Capitalized interest $ 137.9 $ 139.8 
Other assets and deferred charges 

Foreign exchange on long-term debt (164.0) (120.7) 

Pension (35.4) (47.6) 

Minimum pension liability adjustment (9.1) = 
Total assets $ (70.6) $ (28.5) 


Liabilities and shareholder's equity 
Deferred liabilities 


Post-retirement benefit liability $ 83.5 > 765 
Deferred income taxes (102.2) (123.8) 
Total liabilities (18.7) (47.3) 
Equity (51.9) 18.8 
Total liabilities and shareholder's equity $ (70.6) Sr 28:5) 


Statement of changes in financial position 
The effect on the statement of changes in consolidated financial position is not significant, except that 


dividends are treated as a financing activity in the consolidated statement of cash flow under United 


States GAAP. 


22. Uncertainty due to the Year 2000 Issue 

The Canadian Institute of Chartered Accountants requires all Canadian companies to include the following 
disclosure regarding the Year 2000 Issue: The Year 2000 Issue arises because many computerized systems 
use two digits rather than four to identify a year. Date-sensitive systems may recognize the year 2000 
as 1900 or some other date, resulting in errors when information using year 2000 dates is processed. In 
addition, similar problems may arise in some systems which use certain dates in 1999 to represent something 
other than a date. The effects of the Year 2000 Issue may be experienced before, on or after January 1, 
2000, and, if not addressed, the impact on operations and financial reporting may range from minor 
errors to significant systems failure which could affect an entity’s ability to conduct normal business 
operations. It is not possible to be certain that all aspects of the Year 2000 Issue affecting the entity, 


including those related to the efforts of customers, suppliers or other third parties, will be fully resolved. 
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STATEMENT OF CORPORATE GOVERNANCE PRACTICES >98 


Canadian Pacific Railway Company's Board of Directors and the members of its management are 
committed to a high standard of corporate governance. Effective corporate governance calls for the 
establishment of processes and structures that contribute to the sound direction and management of 
the Company’s business with a view to enhancing shareholder value. The Board believes that the corporate 
governance practices summarized below are consistent with these objectives. 

The Board consists of 15 directors, 14 of whom are unrelated. The only related director is the Chairman 
of the Board. The number of directors constituting the Board has been reduced over the past 13 years 
from 28 members to its current 15.The Board believes that this number is appropriate and allows the 
Board to deliberate effectively. 

Although D. P. O’Brien is the Chairman of the Board, the fact that he occupies this office does 
not, in the opinion of the Board, impair its ability to act independently of management. The opinion 
is based on the proportion of unrelated to related directors and the fact that an unrelated director, the 
Chairman of the Corporate Governance and Nominating Committee, has been designated lead director. 

The Board assumes responsibility for the stewardship of the Company and, in discharging that 
responsibility, it annually reviews and approves a long-term strategic plan, an annual financial budget, 
as well as the consolidated financial statements. It also considers and, if appropriate, approves major 
acquisitions and dispositions. 

At this time, the Board has established six committees to assist in carrying out its responsibilities. 
The Executive Committee is composed of a majority of unrelated directors. Its mandate is to exercise powers 
of the Board, between meetings of the Board, with certain exceptions prescribed by law, and to meet 
with the Chief Executive Officer to discuss significant policy issues, business plans, acquisitions and 
divestitures. 

The Audit Committee consists entirely of unrelated directors. It is responsible for overseeing the Company’s 
internal controls and management information systems, as well as identifying the principal risks of the 
Company’s businesses and the systems in place to manage these risks. The committee also reviews with 
management and the internal and external auditors the Company’s financial reporting procedures in 


connection with the annual audit and the preparation of the financial statements. 
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The Management Resources and Compensation Committee is composed entirely of unrelated directors. It is responsible 
for making recommendations to the Board on management succession planning within the Company 
and its major subsidiaries. It is also responsible for recommending to the Board the fees to be paid to 
directors and the compensation to be paid to management. It assesses the performance of the Chief 
Executive Officer and determines his compensation based on the attainment of objectives set by the 
Board that are consistent with the Company’s strategic plan and that are reflected in the performance 
criteria of the Company’s short- and long-term incentive plans. 
The Corporate Governance and Nominating Committee is composed entirely of unrelated directors and is charged with 
responsibility for all matters relating to corporate governance. These responsibilities include 
recommending candidates for nomination, appointment, election and re-election to the Board and its 
Committees, assessing Board performance, and determining the most appropriate orientation and education 
program for new Board members. Directors may, in circumstances considered appropriate by this 
Committee, engage the services of outside advisers at the Company's expense. 
The Environmental and Safety Committee is composed entirely of unrelated directors. It is responsible for making 
recommendations to the Board on environmental and safety issues and for making reports to the Board 
on the effectiveness of the Company’s response to environmental and safety issues, on the management 
risks associated with these issues, and on the implementation of the environmental and safety policy 
statement adopted by the Board. . 
The Pension Trust Fund Committee is composed of a majority of unrelated directors. It is responsible for overseeing 
the operation and administration of the Company’s pension plans and the investment policies and 
management of the pension trust funds. 

The Board of Directors believes it is important to maintain effective communication with its 
shareholders. To this end, it reviews the Company’s Annual Report, Management’s Discussion and Analysis, 
Annual Information Form, quarterly financial statements, and press releases on major developments, in 


each case before they are distributed. 
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FIVE-YEAR SUMMARY > 98 
(in millions) 
1998 1997 1996 195s 1994 
Income items 
Revenues $ 3,516.5 $ 3,716.8 $ 3,559.4 $ 3,560.2 $ 3,468.1 
Operating expenses by type 
Compensation and benefits 1,150.8 2a 225 1,298.5 1,321.0 1,328.8 
Fuel 281.6 343.2 324.4 322.0 310.3 
Materials 234.6 230.6 255.4 BIS, J) Qo 
Rents 258.3 286.7 296.1 333.9 348.9 
Depreciation 279.0 249.1 226.2 241.0 Z37e 
Purchased services and other 576.2 592.6 554.2 608.9 613.6 
Total operating expenses $ 2,780.5 $ 2,914.7 $ 2,954.8 $ 3,112.5 $ 3,101.0 
Operating income $ 736.0 Se 02h $ 604.6 Bae Gl Sy See 
Net income $ 362.4 $ 468.9 $ 488.1 $ 148.3t $ 98.8t 
Other financial highlights 
Operating ratio 79.1% 78.4% 83.0% 87.4% 89.4% 
Capital program $ 1,094.3 $ 858.0 $ 546.3 So OG $ 398.6 
Total assets $ 8,364.1 $ 7,842.3 SHaey oto) $ 6,467.0 t $ 6,546.4 + 
Number of active employees 
Average for the year 19,855 20,150 DN ARS) 23,424 + 23,887 + 
Traffic and operating statistics 
Revenue ton-miles (in billions) 102.2 105.8 103.4 107.0 102.3 
Gross ton-miles (in billions) 182.6 186.5 184.0 192.3 184.9 
Revenue tons carried (in millions) 142.3 149.0 149.2 148.3 141.8 
Gross ton-miles per active 
employee (in thousands) 9,196 9,254 8,470 8,208 WARS S) 
Miles of road operated at year-end 
Total 15,314 15,865 177399 18,064 18,666 
Excluding trackage rights and 
haulage agreements 11,705 127136 14,328 157334 1S;973 
Number of locomotives 
at year-end (owned and leased) 1,641 1,619 1,615 1,665 1,631 
Number of freight cars 
at year-end (owned and leased) 51,900 53,000 54,000 49,400 48,800 


* Excludes 1995 restructuring charge of $1,143 million (6704 million after tax). 
+t For the years 1994 and 1995 the data shown is for CP Rail System, the former railway division of the original Canadian Pacific Limited. 
+ Adjusted upward to remove impact of 1994 and 1995 strikes, which reduced year average by approximately 300 and 450, respectively. 
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98 > DIRECTORS AND SENIOR OFFICERS 


Directors 


Stephen E. Bachand" 
President and Chief Executive Officer, 
Canadian Tire Corporation, Limited 


Toronto, Ontario 


Dian Cohen, C.M., LL.D. 
President, 

Dian Cohen Productions Ltd. 

Ayers Cliff, Quebec 


M. James Fielding” 
Chairman of the Board, 
Alexander Centre Industries Limited 


Sudbury, Ontario 


The Hon. Peter Lougheed, 
PCACGa@ Ce 

Partner, 

Law Firm of Bennett Jones 

Calgary, Alberta 


Angus A. MacNaughton 
President, 

Genstar Investment Corporation 

Foster City, California 


John D. McNeil 
Chairman, 
Sun Life Assurance Company of Canada 


Toronto, Ontario 


Stanley A. Milner, 

A Ou, IUIe AeA: 

President and Chief Executive Officer, 
Chieftain International Inc. 


Edmonton, Alberta 


James E. Newall, 0.c.° 
Chairman, 

NOVA Chemicals Corporation 
Calgary, Alberta 


David P. O’Brien” 
Chairman, President and 
Chief Executive Officer, 
Canadian Pacific Limited 


Calgary, Alberta 


James A. Pattison, O/C.2 
Chairman, President and 

Chief Executive Officer, 

Jim Pattison Group Inc. 


Vancouver, British Columbia 


Michael E. J. Phelps, 
IDEA, TEL IN UII) 

Chairman and Chief Executive Officer 
Westcoast Energy Inc. 


Vancouver, British Columbia 


Ronald D. Southern, 

OMIAKE Tose AE IY 

Chairman and Chief Executive Officer 
ATCO Ltd. and Canadian Utilities Limited 
Calgary, Alberta 


William W. Stinson 
Chairman of the Executive Committee 
United Dominion Industries Limited 
Calgary, Alberta 


Allan R. Taylor, 0,C.0#00 
Retired Chairman and 
Chief Executive Officer 
Royal Bank of Canada 


Toronto, Ontario 


The Rt. Hon., 
The Viscount Weir® 


Chairman 
BICC, PLC 
Glasgow, Scotland 


Member of the Audit Committee 


2, . 
Member of the Corporate Governance 


and Nominating Committee 


™ Member of the Environmental and 


Safety Committee 
Member of the Executive Committee 


Member of the Management 

Resources and Compensation Committee 
6) he a ’ 
" Member of the Pension Trust 


Fund Committee 


Senior Officers of the Company 


Robert J. Rutchie 
President and Chief Executive Officer 


- Edwin V. Dodge 


Executive Vice-President, Operations 


George C. Halatsis 
Executive Vice-President and 


Chief Financial Officer 
J. Hugh MacDiarmid 


Executive Vice-President, Commercial 


Allen H. Borak 


Vice-President, Information Services 


R. Andrew Shields 


Vice-President, Human Resources and 
Industrial Relations 


Marcella M. Szel, Q.C. 
Vice-President, Legal Services and 


Corporate Secretary 


Canadian Pacific Railway Company 
Suite 500 Gulf Canada Square 

401 — 9th Avenue SW 

Calgary, Alberta T2P 4Z4 


Internet: http://www.cpr.ca 


Si vous désirez vous procurer 

la version francaise du présent 
rapport, veuillez vous adresser au: 
Vice-président exeécutif et chef des 


services financiers. 


® 


This report has been produced on 
recycled paper including up 

to 20% post-consumer fibre. 
Legal deposit 1st quarter (1999) 
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